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ABSTRACT

The effects of public policies on competitive relationships among ports and airports and on their efficient performance have become more important as competition among alternative traffic routings has increased. This paper is intended to provide ideas relevant to the discussion and evaluation of specific port or airport policy situations. It focuses on specific issues rather than broad socio-economic matters. It deals only with the land-based assets; it does not deal with the issues associated with access such as navigable waterways and navigation aids and services. 

The paper considers general conditions influencing the position of governments in the economic treatment of ports and airports. It is deals with local and senior governments in general because of the important economic roles of ports and airports in transport systems and in the economy. Local and senior levels of governments typically have distinctive interests but the same economics affects those interests.

Governments often do not follow policies to maximise global economic wealth, the criterion used in this paper to judge appropriate policies. The criterion does not provide justification for general charges or for subsidies except in the possible case of small ports and airports. Government ownership of land aggravates the problems of land being developed to its highest and best use. The reasons for restrictions on land uses need to be assessed carefully. Where appropriate, framing restrictions to avoid unnecessary harm is difficult. The problems of valuing port and airport lands and raising revenue from them have features similar to transport uses of land in general. 

Port and airport performance would benefit if governments took a global perspective for the long run. Unfortunately, this is rarely the scope of their considerations. 

INTRODUCTION

Issues associated with the governance and economics of ports have much in common with those of airports. While there is a wide range of ownership patterns worldwide for the land and properties that are required to provide the transport functions of ports and airports, the most common situation is for public bodies to own at least the land. The presence of public ownership raises a number of common issues. In light of widespread interest in greater reliance on market forces to guide resource allocation and stimulate innovation and efficiency, what levels of private participation and exposure to market forces should be allowed? How much reliance should be placed on public and private capital? Is it appropriate for ports and airports to be treated more like “any other business” in light of claims about the effects that they have on economic development and assertions of the monopolistic powers that they may have? These claims and assertions can lead to two opposite and controversial regimes. The first is the possible subsidisation of ports and airports by governments. The second is excessive charges (revenue skimming) by governments whether by taxes, lease payments or required dividends. 

Many factors are making the issues of port and airport economics more important. The growth of trade is putting pressures on terminal capacities. New investments are needed. Where these investments are made is influenced by government policies because there is competition among ports and among airports. The levels of competition among terminals and within and among countries are increasing as alternative routings of cargoes and passengers become more practical. Concerns arise, therefore, not only about how best to organise and finance expansion locally but how a local undertaking is affected by conditions in competing locations. This is exemplified well by the efforts in the European Union to develop a new ports policy. It is evident within countries as well as among them, as exemplified by concerns of ports in the U.S. about treatment of competing U.S. ports.

Concerns about the treatment of ports and airports covers a wide range of the infrastructure and services required for the efficient handling of passengers and cargoes. These range from the safe physical access and navigation aids, adequate gates and berths and efficient facilities for the transfer of cargoes and passengers between carriers and to other modes of transport. The requirements of access by water and air have distinctive physical characteristics for ports and airports but they share the common economic problems that the investments are often large and ‘lumpy’ and, in the absence of congestion, the marginal cost of use is zero or close thereto. The economic problems of access and navigation aids are not dealt with in this paper.

The separation of the navigation and related services from land-based services in this paper is consistent with the common but not universal separation of administrative organisations along these lines. Also, navigation and land-based services have specific costs and can be priced separately. These attributes enable the economic issues to be treated separately. 

The focus of this paper is on issues associated with the treatment by governments of the authorities and enterprises that provide the land-based services to ships and aircraft and provide the services to cargoes and to passengers within the jurisdiction of the ports and airports. This enables consideration of four questions. First, do ports and airports (in the narrow sense of this paper) generate externalities that warrant subsidies or charges? Second, what mechanisms are appropriate to ensure the economically efficient allocation of land to and within ports and airports in the long run? Third, what is the appropriate relationship between the value of land adjacent to transport facilities and the land used for the transport facilities? Finally, what are appropriate bases for seeking returns on port and airport properties (land and developments)? Each of these questions is considered in turn. However, before dealing with the questions, it is necessary to deal with the criterion applied in answering them.

CRITERION FOR EVALUATING POLICY ISSUES

The criterion used in this paper to evaluate answers to the questions is the maximisation of global long-term economic wealth. Global wealth is used because the costs and benefits of policies related to the questions are divided differently between local and wider communities. All of the effects need to be taken into account, irrespective of the political entity affected. Some issues arising from the geographical distribution of benefits and costs are noted. 

The criterion of economic wealth is used as an objective that is important in reality although it is not the only consideration. Anticipating the likely economic effects of conditions and policies requires judgements about the specific conditions likely to give rise to wealth maximisation in the long run. These will be made explicit. There are also non-economic considerations that affect actual policies. These are recognised.

An important presumption is that unless the conditions of ports and airports diverge significantly from those in business in general, a distinctive policy is not appropriate for them. They should be treated like any other business. Ports and airports, in general, should be expected to be self-financing, unless an economic rationale for subsidy exists. Given that economies of scale exist in the provision of port and airport services over a broad range of output levels, this can be expected to mean that they will practice price discrimination (value-of-service pricing) under which prices will diverge from marginal costs. To require that prices match marginal costs would require a subsidy.

DO EXTERNALITIES WARRANT CHARGES OR SUBSIDIES?

An externality exists when costs or benefits created by an individual’s or organisation’s actions fall on others. Such is the case when a property owner suffers from the noise or other pollution from an adjacent land use and when an orchard owner benefits from the bees of a near-by beekeeper. In the absence of remedies, the activity generating cost externalities will be larger than desirable and the activity generating beneficial externalities will be too small. 

The case of negative externalities
Negative externalities of ports and airports are likely to be environmental consequences. The types of externality are common to many industries but, as in other industries, they have specific features for specific activities. Concerns about noise, traffic congestion and air and water pollution are the common adverse consequences of concern. They are commonly dealt with in a variety of ways. They include:

· Regulation of hours of operation, notably for airports.

· Regulation of technologies used.

· Standards to be met in performance, as in noise levels in aircraft operation and smoke emissions and ballast water quality from ships.

It is likely that such measures reduce but do not eliminate externality costs. This, then, leaves the question whether charges to ports and airports are appropriate to further constrain the offending activities and modify the scale of the undertaking. In theory, such charges are possible but it would be desirable for a charging regime to have attributes such as:

· Charges should be structured specifically against activities according to the level of the externality created, for example, based on the amount of noise or air pollution.

· Programmes might exist to compensate those adversely affected, although this is not a condition for economic efficiency.

Charges against general revenue are inappropriate as they might be counter-productive. Reduced net revenues might lead to lower-cost technologies creating more pollution. They might reduce the scale of overall operations thereby reducing secondary and other benefits of the undertaking.  Property taxes, lease payments and dividends to governments expected from ports and airports are not justifiable because of cost externalities. In the case of some local governments, support for tax levels may appear to exist because some voters would be happier without the businesses for environmental reasons. However, the more likely explanation is that local politicians find the port or airport businesses captive and, therefore, convenient to tax excessively.

It should also be commented that externalities may be created by users of airport and port facilities, rather than by the port/airport per se. For example, road traffic may aggravate congestion. In such cases, externality charges need to be properly structured and passed on to users, as an economic signal to them to reduce production and the externalities to the economically efficient levels. For example, road congestion might be avoided or reduced by the use of different vehicles, routes or modes of transport.

The case of positive externalities

Subsidies by governments may be warranted when net benefits accruing to the community are not reflected in the decisions of the port or airport. This situation may arise from externalities of the port or airport or from the governance regime. 

It is possible, but unlikely in individual cases and not true in general, that port or airport developments enhance environmental conditions. More likely, subsidy programmes appear warranted to particular governments in four situations. They are:

· Countries place political value on port and airport services.

· When the governance regime is local.

· When the pricing powers of the port or airport limit discriminatory pricing.

· When there are substantial economies of scale to economic growth in the community.

Countries place political value in port and airport services

It is possible that ports and airports are associated with political benefits for which a community may be willing to subsidize the business. An example would be a country unwilling to be dependent on the ports or airports of another country. For example, Canada might be unwilling to be dependent on U.S. ports on either the Pacific or Atlantic coasts.
 Of course, the cost would be a lesser level of global economic wealth than might otherwise be possible.

When the governance regime is local

Communities may be able to attract port and airport traffic to them with subsidies. This is particularly true of “gateway traffic” which has its origin and destination far away from a terminal through which it may move. For example, sea and air traffic from eastern North America has alternative routes to Asia, some of which include alternative west coast gateways. There can be a local economic gain from a subsidy to attract the gateway business rather than have it go elsewhere (where it would be more efficient to serve it). Of course, this is true of any business. It accounts for the subsidisation of industrial parks by communities. Two features of ports and airports may lend weight to the practice. Local governments are commonly involved as port/airport authorities. Also, as service businesses, the local economic multiplier can be higher than in assembly or manufacturing where considerable imported goods are used. However, the magnitude of local benefits is becoming less than formerly as processes become less labour intensive, especially in ports. 

Subsidisation of ports and airports to gain these local benefits is not consistent with the global maximisation of economic wealth. It results in costly shifts of economic activity.

When the pricing powers limit discriminatory pricing

Ports and airports often are subject to strong economies of scale through a broad range of output levels. In such cases, marginal costs will lie below average costs. Prices set at marginal costs (which would be economically efficient) would require a subsidy. An alternative means to obtain the welfare maximising level of output would be via price discrimination by the port or airport.  

The ability of ports and airports to practice price discrimination may be limited by public policy or by market conditions. Regulations should not be more stringent than those in the economy in general but, if they are, a case could exist for a subsidy.
 

However, economic conditions may also preclude discriminatory pricing to enable economic operation. This can be imagined for a small airport unable to differentiate among passengers by type and, therefore, by the value of trips. For example, one economic activity such as a ski resort or a mine may have passengers deriving much greater value from travel than other travellers. Forced to charge a single price against passengers or aircraft, there may be no single price that enables viable operation. A subsidy may be warranted in this case. 

It is unlikely that such a condition would exist in a large airport because the scale and diversity of travel would more likely enable discriminatory pricing. It is not likely in a port where traffic (cargo and routes) types are readily identified.

When there are substantial economies of scale in the community

There is a common belief that the subsidisation of ports or airports in under-developed regions is justified. Why is this? One explanation is that social or political values are placed on distributing economic wealth by inducing or accelerating development in locations with otherwise limited economic activity.
 This explanation is likely the one that accounts for the practice. However, a subsidy could be warranted if economic growth would lead to economies of scale in the economy generally. A port or airport may not be able to capture a sufficient share of such benefits. For such a subsidy to be warranted, it would be necessary to establish that a port or airport is a better way to enable growth than support to some other activity.

Conclusions on charges and subsidies

There are minimal reasons in the pursuit of maximum global economic wealth to apply special charges or subsidies to ports and airports. Environmental considerations may be a basis for special regulations and charges but these should be designed to achieve optimal effectiveness. Far more preferable is the use of price discrimination to achieve welfare maximising outcomes, or second best outcomes.

Subsidies are unlikely to be warranted and then only in small and developing communities. Unfortunately, subsidies in a variety of forms are common in the port and airport industries. They should be constrained and efforts made to eliminate them. 

MECHANISMS TO ENSURE THE ECONOMICALLY EFFICIENT ALLOCATION OF LAND TO AND WITHIN PORTS AND AIRPORTS IN THE LONG RUN
In land economics, the working of competition and market pricing is expected to lead to the highest and best use of land. However, markets do not always work perfectly. Externalities of land uses warrant zoning regulations that constrain land uses.
 Externalities and non-economic values warrant the allocation of land to social uses such as parks. The unique location of each parcel of land may warrant public powers to expropriate land. However, within the institutional structures, the allocation of land is based on price and even the zoning of land reflects the changing value of land under alternative uses over time.

Reliance on the value of land to determine its use is not common in ports or airports. There are only a few ports or airports, for example in the UK and New Zealand, that have the authority to exploit their land in its highest and best use as they see it, whether that be in a transport, industrial, commercial or residential use. Many ports and airports face constraints on their use of land. For example, in Canada, port authorities are limited to using land for purposes directly related to the movement of goods and people.

The forced restriction of land to port and airport uses either denies the allocation of land to its highest and best use (i.e., it results in economic inefficiency) or is necessary because of some flaw in the processes of land allocation by markets for ports and airports.
 Alternative explanations for the latter are:

· Discount rates and time horizons of the market result in values too low for transport relative to other land uses.

· Land allocations to non-transport uses are irreversible.

· Alternative locations for ports and airports are not available, but the absence is not reflected in land values. 

The validity of the possible explanations varies by location. For example, the availability of alternative locations is dependent on geographic conditions. Where alternative locations exist, concerns about the other matters are diminished. Where they do not exist, concern that the high cost and even impracticality of retrieving land from non-transport uses may have validity. What controls over land allocation decision processes do these concerns warrant?

The nature of controls may be influenced by concerns that the interests of an authority, particularly if local, may diverge from that of a region or country. For example, a local authority may be more interested in hotel developments for which economic benefits are highly localised than in a freight terminal for which the economic benefits may occur thousands of kilometres away. Therefore, complete freedom over land use may not be appropriate. However, judging from Canadian experience, legislation that provides appropriate protection of available land in the long run while not inhibiting land uses complementary to transport is difficult to achieve. Excessive constraints inhibit the development of transport as well as other activities. They also affect the value of port and airport land and the earnings that can be achieved on it. These matters are relevant to the direct financial returns that governments can expect from these properties.

THE RELATIONSHIP BETWEEN THE VALUE OF LAND UNDER TRANSPORT USE AND THE VALUE OF LAND ADJACENT TO IT
The relationship between the value of land under port and airport uses and other land has similarities with the relationship of road and rail routes with adjacent land. The value of land is critically dependent on its accessibility. Transport facilities improve accessibility and, apart from localities experiencing environmental degradation, increase land values, especially in near-by areas. What are the implications for the value of the land under the transport use? Applying normal economic reasoning, the value of the land is that in its next best use. The practice of paying taxes commensurate with the alternative use is important to ensuring that land gravitates to its highest and best use.

A common guide to land value is the value of adjacent land. Because of the unique features of land in terms of location if not other attributes, valuation must always reflect the specific conditions affecting alternative uses. But in transport, it is particularly important. There are two reasons that the value of adjacent land may not be a good guide to the value of land under transport. First, in the absence of the accessibility provided by the transport facility, the use and value of the adjacent land may be in doubt. Second, it may not be legal to transfer the land to a non-transport land use.

Consequently, the general valuation of transport land on the basis of the value of adjacent land is not appropriate. At the margin, such valuation may be appropriate; but this presumes that a) land can be divested from transport without significant reduction in the services provided, b) that the area divested can be as productive in non-transport use as the existing land, and c) that the divested port/airport land is small enough as to not materially affect the market price for land. However, valuation of the transport land in total on this basis is inappropriate.

Where land cannot be shifted to non-transport uses, a necessary approach to valuation is to consider the earning power in its transport use. Where land can be transferred to other uses, it is necessary to consider the effects of the transfer on transport service and land values. 

The distinctive conditions affecting the value of land in transport has implications for the methods followed by governments for seeking returns from ports and airport activities. These are considered in the next section.

BASES FOR SEEKING RETURNS ON PORT AND AIRPORT PROPERTIES
Governments might seek revenues from ports and airports for four primary reasons. They are:

· To recover the costs of services and facilities provided at public expense.

· To gain revenue for community services where cost-based pricing is not possible.

· To get a return on assets as a part of general revenue.

· To put economic or market pressures on managers. 


Government interests may reside with a single level of government or be shared among a number of them. In Canada, the major commercial ports and airports remain owned by the federal government. The last two reasons are the stated basis for the federal government’s revenue interests. Local governments’ interests are captured in the first two reasons. In many countries, interests reside dominantly at the local level, for example, in the private regime of the UK, the partially private regime of New Zealand, where the major ports are owned by corporations in which the local governments are the major or sole shareholder,
 or in the U.S. regime where ports are public bodies at the state or local government levels. 

The fact of government ownership does not affect the economic considerations relevant to the bases and levels of charges against properties. It may affect the actual exposure of properties to tax; for example, senior government undertakings may not be subject to tax by junior governments. In the following consideration of the reasons for charges, the economics of charges are dominant. Where charges are desirable, they should be paid whether the business is public or private.

Recovery of the costs of services and facilities provided at public expense

An obvious justification for charges to businesses is to recover the costs of facilities and services provided to them. Charges as directly related to use as possible is the most efficient practice. For ports and airports to be charged according to the costs for which they are responsible likely requires a use-based regime applicable widely in a community, for example, for water used. Use-based charges are efficient but not always possible technically or economically. For example, levels of police protection are often not ascribable to particular activities in defined areas. Therefore, revenues are often sought from interests in communities in “acceptable” ways.

Many airports and ports provide their own services such as police and fire protection, zoning and construction inspection, etc., which are provided by local government to other property owners. The lower burden of costs on the community should be reflected in charges levied against ports and airports in such cases. 

Collecting revenue for community services where cost-based pricing is not possible

Taxes to businesses as a source of revenue for community services are considered as relevant at the local community level. Such taxes raise three issues. They are:

· What is the basis for charges?

· What is the level of charges to different types of land use?

· Do ports and airport have characteristics that make them particularly vulnerable to excessive charges?

The basis for charges

Taxes of local governments are commonly charged at a mill rate against property value.
 When this is the basis, serious issues arise about the appropriate value to use for port and airport land, as discussed previously. Divisions of ownership between public and private sectors also commonly complicate valuations. Actual taxes paid are influenced too by the mill rate which can be varied among types of land uses to control the incidence of taxes.

What is the level of charges to different types of land use?

The costs of providing local services are distributed between residents and industries in a community through the tax structure. The incidence of taxes on residents is influenced by the level of costs for which they are responsible and the fact that it is residents, not industries, that elect governments. There may be a vote-seeking strategy of raising taxes on industries in order to hold down taxes on residents thereby, in the short run, at least, making it seem that politicians are doing a good job in providing services to the electors while restraining the taxes to pay for them. Governments may go further than this by differentiating among industries and raising taxes on those that have the lowest elasticities in their activities to tax levels. They cannot escape easily from paying the taxes. This may be the case for economic sectors that are unable to relocate and are subject to limited geographic competition.

Do ports and airport have characteristics that make them particularly vulnerable to excessive charges?

Ports and airports may be subject to high tax rates by local governments as the terminal costs are but a small part of the total costs of transport. The elasticity of the port and airport businesses may appear to be low in relation to local taxes. However, this may not be the case if local governments all along the transport chain follow the same strategy and if alternative routes for traffic flow exist. In general, the various modes of transport should now be seen as faced with similar levels of competition and equally likely to see business shift to other locations as any other industry. Actions by local governments to single out transport for especially high taxes warrant interventions by the senior government. 
Claims of excessive taxes on ports or airports in one community may be occasioned by the payment of subsidies in adjacent communities. The claims may be based on perceived ‘unfair’ treatment or because the economic value of port services has been lowered below an ability to sustain tax. From a global perspective, a competitive response by matching the subsidy allows traffic to seek the most efficient route but compounds the wider misallocation of resources. Globally, competing on subsidies is not desirable but locally it may be. However, maintaining taxes at a level rational in the absence of subsidised competition is not appropriate in the presence of subsidies. Tax rates should be set on the basis of actual values, allowing for the effects of subsidies. Of course, assessing the effect of any subsidy on the viability of competitors can be difficult.
To get a return on assets as a part of general revenue and put economic or market pressures on managers.

Governments have an understandable interest in getting a return on their assets, especially in these times of severe pressures on the tax base. From the standpoint of a government owning port or airport land a return on that land in the form of lease payments or dividends is understandable. 

However, the level at which they can be set is less clear. First, the reality is that ports or airports in one jurisdiction may face competition from similar facilities that are subsidised by government. Second, the value of the port or airport land is subject to the uncertainties and limitations referred to earlier. It is not realistic that ports or airports are able to support the level of payments that can be paid by adjoining properties. The greater the limits imposed on alternative uses of land and the commercial terms between the authority and the property developer, the less the ability of a port or airport to provide returns to government. Finally, the higher the percentage of the benefit captured by the government, the less the incentive for the authority to follow property development strategies.

Rent-seeking behaviour by governments

There is a risk that the interests of governments in seeking a return on assets or gaining a contribution for community services unrelated to their costs can give rise to undesirable economic rent-seeking behaviour. Governments may be the ones taking undue advantage of limited elasticities of demand by seeking to extract monopolistic returns. Two plausible examples follow. First, the federal government in Canada might set high rents for major airports which they believe face limited competition from alternative routings for users. Such rents would represent significant deviations from marginal cost pricing, would limit the efficient development of the airport and its traffic and would represent an indirect form of 'taxation' on economic inputs. The latter would conflict with the preferable practice of raising revenue in taxes at the point of consumption. (Fuel taxes, also affecting transport, are another exception to this rule!) Second, municipalities may seek to impose high property taxes on port terminals if traffic is apparently captive. The same objections apply to this practice as would apply to a federal initiative. However, local governments may be more likely than senior governments to have a myopic view and not appreciate the implications of their taxes on the viability of the whole supply chain of which their port or airport facility is only a small part. General approaches to the establishment of rents and taxes for ports and airports that prevent rent-seeking behaviour by governments are desirable.

CONCLUSIONS

In practice, then, there are significant limits on the ability of individual governments to get the return from port and airport properties that might initially seem appropriate. This reflects the special conditions that so often affect ports and airports.

Governments too often do not follow policies consistent with maximising the global contribution of ports and airports. Too often they take a parochial view. (Unfortunately, it may also be true that politicians may take a short-term perspective related to the timing of elections and not a long-term view consistent with economic development.) The result can be either subsidies or excessive charges. Both are likely to distort economic performance.

The externalities of ports and airports do not justify general charges. Rarely do economic conditions warrant subsidies and, then, to small facilities in developing locations.
The taxation of port and airport properties gives rise to special problems associated with the valuation of land. Restrictions on the use of the land and uncertainties about the value of the land in the absence of the full transport capacity are important issues. Further, local governments seeking to tax the undertakings may attempt to charge excessive rates in the hope that they can capture benefits associated with the whole transport service not just the value created locally. In effect, they hope that the absence of competition may enable them to capture wealth crated in other political jurisdictions.

It is not clear that economic failings require that public policies restrict the uses of port and airport lands. However, national interests in preserving national capability may justify restrictions. The need to respect global economic interests may also warrant constraints on the influence of local governments on the uses of lands needed for port and airport purposes. Recognising constraints for these reasons, the appropriate strategy is to allow value to reflect the allocation of resources as far as possible.

Governments are faced with challenging policy issues in seeking to earn appropriate returns from public assets while guiding resource use to the maximise wealth. Unfortunately, a major challenge to policy development is that too many governments are following policies that are an anathema to good governance.
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� Economic efficiency requires that the level of externality produced be reduced to the level at which the marginal revenue is just equal to the marginal social cost. Charging against the production of the externality will suffice to achieve this efficiency. The payment of compensation is a matter of equity, but not of achieving economic efficiency. 


�  The case here contemplates the possible loss of a country’s port capacity. More frequently, port interests appeal to nationalism to enhance the volume of their own businesses, as in US protests about the “diversion” of American trade through Canadian ports.


� The funds for the subsidy should ideally be captured by a tax devised to fall on the undercharged beneficiaries!


� This type of argument may lie behind the willingness of the European Union to accept subsidies in under-developed regions.


� An alternative view is that with fully developed property rights laws, externalities would not arise, as it would be necessary to obtain your neighbour’s consent or willingness to impose an externality on him/her, perhaps via compensation.


� If a piece of land can be used for no purpose other than the port or airport, it has no defined alternative use, and one could argue that its land value should thus be zero.


� Airports in New Zealand are majority owned by the private sector.


�  The mill rate is the tax rate per $1000 of property value.


� This paper intentionally ignores the issue of subsidies to offset use of subsidies at competing ports.
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